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I. INTRODUCTION
In recent years, a large fall in public sector revenue has resulted in a severe deterioration of the Philippines' fiscal position. National government tax revenue declined sharply by about 5 percentage points of GDP between 1997 and 2002 (Table 1) , mainly due to weakened tax administration, a failure to index excises to inflation, and a failure to offset trade liberalization with higher domestic taxes such as the VAT (Table 1) . 2 This caused the national government deficit to expand to 4 3/4 percent of GDP in 2003 (from balance in 1997), as rising interest payments were offset by cuts in primary spending to keep total expenditure largely unchanged. National government debt also rose significantly from 56 percent of GDP at end-1997 to 78 percent of GDP at end-2003. In addition, a failure to keep electricity rates at cost-recovery levels has resulted in large losses at the state-owned National Power Corporation (NPC), further weakening public sector finances.
There is a clear need to reverse this trend and rebuild revenue. The Philippines' high deficit and debt levels make the economy vulnerable to adverse developments that could trigger a loss of confidence and a hard landing. While there is some scope for reducing deficits via the rationalization of spending (such as in the civil service), the majority of deficit reduction will likely have to come from the revenue side, given that primary spending has already been compressed by about 2% percent of GDP over [1999] [2000] [2001] [2002] [2003] . A significant increase in revenue is thus needed to ensure debt sustainability. Additional revenue is also needed to fund targeted spending increases in high-priority areas like the social sectors and infrastructure.
This paper examines the efficiency, equity, and revenue implications of several key possible measures for increasing public sector revenue. These measures include increasing excises and indexing them to inflation, raising the VAT rate and broadening its base, raising electricity rates, and rationalizing tax incentives. Although improving tax administration is another critical avenue for increasing revenue, it is not the primary focus of this paper, which concentrates on tax policy measures.
To assess the incidence of indirect tax measures, the paper uses the following methodology. The initial assumption is that demand for goods is perfectly price inelastic (or that supply is perfectly price elastic), so that the burden of indirect taxes is passed on to the consumer. The progressivity of a higher tax on a good is then determined by assessing how spending on the good varies with total levels of household spending using the 2000 Family Income and Expenditure Survey (FIES) . If the share of spending on the good increases with total household spending, a tax on the good is said to be progressive; if it decreases, the tax is said to be regressive. 3 In reality, producers are unlikely to be able to shift all of the tax onto consumers, and the likely incidence of the tax under alternative shifting assumptions is also discussed.
In general, the paper finds that many of the proposed revenue measures have both efficiency and equity advantages. Moreover, given the magnitude of the Philippine's fiscal problem, it is likely that virtually all of the key measures discussed (increasing excise, VAT, and electricity rates, and rationalizing tax incentives) will need to be adopted in some form. The precise balance among them will depend on how policymakers weigh the various considerations discussed in this paper. 
II. EXCISES
One source of revenue leakage in recent years has been the nonindexation of alcohol, tobacco, and petroleum excises. These taxes are set in specific (per unit) terms rather than as ad valorem taxes in order to reduce incentives for tax evasion in the form of undervaluation. However, these specific taxes are not indexed to inflation. As a result, the real value of tobacco and alcohol excise tax rates fell by about 44 percent over the period [1997] [1998] [1999] [2000] [2001] [2002] [2003] [2004] , while the real value of petroleum excises fell by about 56 percent. 4 In turn, domestic revenue from these sources has fallen from 2.4 percent of GDP in 1997 to 1.3 percent of GDP in 2003 (Table 1) .
Recently, there have been efforts to reverse this trend. In December 2004, President Arroyo signed into law increases in alcohol and tobacco excises. The rates of increase vary significantly by product and are expected to yield about 0.2 percent of GDP in annual revenue. These excises are still not indexed, but the law does provide for increases of 6-8 percent every two years until 2011. Recently, there has also been some discussion of increasing and indexing petroleum excises. Depending on how excise increases affect demand for these products, each 20 percent increase in petroleum excise rates could raise an additional 0.1-0.15 percent of GDP. Moreover, each 20 percent increase in gasoline excises would, for example, increase retail prices by only about 4 percent.
5 Thus, it is useful to review the efficiency and equity implications of increasing excises.
Higher excises are most commonly justified on efficiency grounds. In particular, it is often argued that such excises are useful because they: (1) are levied on goods that have low elasticities of demand, so that they result in less excess burden than taxing other products, (2) are easy to administer since they are levied at the point of production or importation, and (3) may internalize negative externalities that tobacco, alcohol, and petroleum consumption impose on the rest of society. Such externalities may include drunk driving, violent behavior, second-hand smoke, air pollution, traffic congestion, and deterioration of public roads. Alcohol and tobacco excises may also be intended to encourage behavior that is in individuals' "own self-interest."
Precisely quantifying these considerations is difficult, since it depends on many factors that are not easily observed, such as the social cost of alcohol-induced behavior. However, some indication of the appropriate level of taxation can be gauged by examining the tax rates that other countries have chosen. For alcohol and tobacco excises, such comparisons are complicated by the fact that Philippine excises are specific while in many neighboring countries excises are ad valorem; as a result, information on average retail prices would be needed to make clear comparisons. However, comparisons are easier for petroleum excises, which are also specific in several neighboring countries and which tend to have fairly similar before-tax prices across countries. In this regard, Table 2 shows that gasoline excises in the Philippines are significantly below those in Thailand and Malaysia. Cross-country comparisons of total excise tax revenue also indicate that excises in the Philippines are somewhat below developing country averages (Table 3) . 6 Moreover, unlike in other countries, petroleum products in the Philippines are exempt from the VAT, which further suggests that these products are taxed relatively lightly.
Alcohol and tobacco products are consumed disproportionately by lower-income groups. As noted above, under the simplifying assumption that the tax is borne entirely by consumers, the incidence of the tax can be determined by examining how spending on these products as a share of total expenditure varies across expenditure groups. The data in Table 4 show that both alcohol and tobacco products represent a higher proportion of total spending in poorer households. However, it is likely that demand and supply elasticities are such that at least part of the tax is shifted onto producers, which could make alcohol and tobacco excises significantly more progressive than Table 4 implies. Additional progressivity may result from the schedule of excise taxation in the Philippines, since more expensive products, which are consumed less intensively by the poor, are taxed at significantly higher rates. An increase in the alcohol and tobacco excises may also be more progressive than the estimates in Table 4 imply if the increase allows the government to avoid cuts in pro-poor spending.
Petroleum excises are progressive due to the differentiation in tax rates across different types of products. Excise taxes on kerosene are regressive because this good is consumed disproportionately by the poor. However, excise taxes on gasoline (and, to a somewhat lesser degree, diesel) are quite progressive, since both direct consumption of gasoline and diesel for transport and indirect consumption of these goods via transport fares are concentrated in richer groups (Table 4) . Indeed, if it is assumed that a third of transport fares reflect gasoline/diesel costs, then the richest 1 percent of families spends six times as much on gasoline and diesel than the poorest 10 percent of families as a share of their total spending. Moreover, since gasoline is taxed at much higher rates than kerosene (see Box), 7 overall petroleum excises tend to be quite progressive as well, a pattern similar to that found by other researchers (Yoingco and Guevara, 1993 Of course, household consumers of petroleum products will not bear all of the incidence. As with alcohol and tobacco, it is likely that there could be some shifting to producers, although the scope for this is severely limited, given that before-tax petroleum prices are largely determined by world wholesale prices. A more important consideration is that a large portion of petroleum products are not consumed by households but are used as intermediate inputs in production. In these cases, the incidence will depend on the following:
(1) the degree to which businesses are able to pass on these costs, and (2) the degree to which goods that are petroleum-intensive in production are luxury or basic goods. If one assumes that the consumption of goods that are petroleum-intensive to produce is distributed more evenly than final consumption of petroleum products themselves, then petroleum excises will be somewhat less progressive than indicated in Table 4 . However, studies that have tried to take account of such general equilibrium effects have still found total excises (alcohol, tobacco, and petroleum) to be moderately progressive (Devarajan and Hossain, 1998) .
III. VALUE-ADDED TAXES
Raising the value-added tax (VAT) rate is another possibility for increasing revenue in a relatively efficient manner. The VAT is considered to be a relatively efficient tax since it avoids creating large distortions between the relative prices of most goods or between consumption today and consumption tomorrow (Ebrill and others, 2001 ). Because of its broad base, the VAT is capable of generating large amounts of revenue with relatively small changes in tax rates. For example, a 1 percentage point increase in the VAT rate in the Philippines could generate 0.2-0.3 percent of GDP in revenue, depending on how much the tax increase affects the demand for VAT-able goods and tax compliance. In addition, the VAT may be more difficult to evade than other taxes, since it creates a paper trail that facilitates audit. That is, tax authorities can cross-check claims for tax credits made by firms against taxes paid by their suppliers. Also, the multi-stage nature of the VAT means that if the tax authorities miss revenue at one stage they may still catch it at a later stage.
The Philippines' 10 percent VAT rate is relatively low. Several neighboring countries, such as Thailand, Indonesia, and Vietnam, also have a 10 percent rate (Table 2) , but the latter two countries may not be entirely comparable since they have access to significant amounts of oil-related revenue. More comparable may be China, which has a 17 percent VAT rate, or Latin American countries, which have an average VAT rate of 15 percent. The Philippines' VAT rate is also well below the 20 percent level that Matthews and Lloyd-Williams (2000) estimate to be the revenue-maximizing rate based on a sample of 20 member OECD countries.
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Revenue could also be gained by eliminating nonstandard VAT exemptions and zeroratings. Nonstandard exemptions include exemptions for legal services, coal, natural gas, and petroleum products, the importation of vessels of more than 5,000 tons, and sales by certain cooperatives. Nonstandard zero-ratings include services paid in foreign currency and good and services provided to exporters. It is difficult to accurately measure the revenue gains from all of these measures due to data limitations, but repealing the exemption for petroleum products alone could raise roughly 0.2 percent of GDP in revenue.
The VAT appears to be progressive. In addition to the nonstandard exemptions mentioned above, there are also several key standard exemptions in the Philippines' VAT: unprocessed agricultural goods (in their "original state") and agricultural inputs, medical services, educational services, monthly rent less than P8,000, sale of residential property valued at P1,000,000 or below, and sales by small businesses (entities whose annual gross receipts are Clements, Jung, and Gupta (2003) also find the reduction in petroleum subsidies in Indonesia to have been mildly progressive using a computable general equilibrium model. 9 Of course, the welfare-maximizing rate will be less than the revenue-maximizing rate. less than P550,000). Using this information, the distribution of spending on VAT-able goods is calculated and shows that the VAT is progressive (Table 4) .
10 This is primarily due to the agricultural exemptions, since the exemptions on rent, education, medical services, and petroleum products tend to benefit the better off. This finding of a moderately progressive VAT structure is consistent with the results of other researchers who have taken account of the VAT's exemptions (Yoingco and Guevara, 1993; Devarajan and Hossain, 1998) .
However, besides the usual caveat that part of the burden may be shifted to producers, at least two other caveats to these estimates should be noted. First, due to data limitations, the effect of the exemption for small businesses has not been taken into account, but it is likely that this would make the VAT appear even more progressive, since both small business owners and their consumers are likely to be at the lower end of the expenditure distribution. Second, these calculations assume perfect compliance; due to weaknesses in tax administration, the actual incidence may vary somewhat depending on which groups are most successful in evading the VAT.
Finally, it should be noted that the repeal of the VAT exemption for petroleum products would likely be even more progressive than increasing petroleum excises, especially if the exemption on kerosene is retained. This is because repealing the exemption for petroleum products would likely have a lesser impact on sectors that use petroleum products as an intermediate input, since these sectors would be able to claim refund credits for the VAT on petroleum. Thus, the tax would be primarily borne by final consumers of petroleum products, who, as noted earlier, tend to be richer households.
IV. ELECTRICITY RATES
Raising electricity rates is another possible avenue for increasing public sector revenue. NPC has been running large and increasing cash losses that are estimated to have reached about 1.5 percent of GDP in 2004. These losses are partly due to rate reductions in previous years, and their funding has required significant borrowing from the national government. NPC's losses are projected to be smaller in 2005 due to a tariff increase that was provisionally granted in September 2004 and is expected to yield 0.7 percent of GDP. However, this increase is projected to still leave NPC with substantial deficits. Thus, one option for raising public sector revenue would be to reduce or eliminate these losses, which represent quasi-fiscal subsidies, through further electricity rate increases. In this regard, each 10 percent increase in end-user rates could increase NPC's revenue by roughly 1/2 percent of GDP.
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Efficiency considerations may argue for further increases in electricity rates. In principle, efficiency considerations imply that electricity prices should at least reflect the cost to society of electricity production. In the Philippines, however, it is often argued that much of NPC's losses are due to costly supplier contracts signed during earlier years. In this view, these are effectively sunk costs and do not reflect the true long-run marginal cost of production, implying that it may be efficient to cover a portion of these costs through increases in general taxes rather than taxing electricity users specifically.
12 Nevertheless, NPC's substantial losses indicate that additional rate increases may be needed to reach true cost recovery levels. Moreover, higher rates are needed to attract more investment, since beginning around 2008-2010 electricity demand is expected to exceed currently-installed supply capacity.
Increasing electricity rates on households is progressive. As Table 4 shows, the share of consumption on electricity generally increases with total spending, at least through the upper middle income groups (75-90 percentiles). For commercial and industrial use of electricity, the incidence of higher rates is difficult to determine in the absence of more detailed information on electricity consumption by specific sectors.
V. TAX INCENTIVES
Rationalizing and streamlining tax incentives could also boost revenue. The Philippines currently has a broad system of special tax incentives, a cornerstone of which are tax holidays. As has been discussed extensively elsewhere, 13 many of these incentives significantly distort economic activity by discriminating between different types of businesses. In addition, by making the corporate tax system more complicated and nontransparent, they also increase opportunities for tax avoidance and corruption. Thus, phasing out the most distortionary of these incentives, such as tax holidays, could significantly boost revenue. While a lack of information makes it difficult to identify accurately how much revenue could be gained, some studies have suggested that it could be as high as 1-2 percent of GDP (Manasan 2002) .
14 To keep the Philippine corporate income tax system from becoming too onerous, part of the revenue gain may also need to be used to lower the corporate income tax rate (the Philippines already has one of the highest in the region; see Table 2 ) or to increase provisions for accelerated depreciation. Nevertheless, if the reform is well crafted, the efficiency gains from rationalizing tax incentives should allow a net gain of revenue.
On the basis of available information, the distributive impact of rationalizing tax incentives is unclear. If the reform is able to make the corporate tax system significantly more efficient, this would imply that most sectors would ultimately benefit, although there would likely be differential impacts across sectors. Moreover, some foreign companies that are currently key beneficiaries of tax incentives may be able to claim a foreign tax credit in their home country for any higher tax burden in the Philippines that results from the rationalization of incentives. In this case, the additional tax is borne entirely by other countries' treasuries.
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VI. OTHER MEASURES
Other possibilities for raising revenue include increasing trade taxes or the personal income tax, but these are not without drawbacks. Raising trade taxes would likely be no more equitable and less efficient than raising the VAT, since, unlike the VAT, trade taxes distort prices between imports and domestically-produced goods. Moreover, the scope for raising trade tariffs is limited by the Philippines' trade agreements. Similarly, increasing the top personal income tax rate of 32 percent may have desirable equity effects, but the effect on revenue is likely to be limited, since compliance with this tax is already low. For example, Table 4 shows that for households with expenditure in excess of P600,000 (the top 1 percent) income tax payments constitute only 4.7 percent of their total spending, despite the fact that the tax code would typically call for average taxation of over 20 percent. 16 Thus, improving tax administration in this area may be more fruitful than raising the top statutory tax rate. Nonetheless, further study in this area may be useful.
In assessing the desirability of tax reform, it should also be noted that taking no action also has significant efficiency and equity consequences. One likely consequence of inaction would be cuts in real spending. While there is certainly scope for streamlining expenditure in some areas (such as the civil service), it is likely that a significant portion of the cuts would fall on capital spending and nonwage goods and services (school supplies, medicines, etc.), as has occurred in recent years. In addition to having potentially adverse effects on growth (due to less capital accumulation), Devarajan and Hossain (1998) have found that such spending cuts would be more regressive than any of the tax measures considered in this paper. Another possible consequence of a failure to generate higher revenue may be that the government ultimately has to monetize the debt, resulting in high levels of inflation. In addition to having adverse effects on economic activity and efficiency, some research also indicates that the poor would bear a disproportionate share of the burden, with adverse consequences for equity (Romer and Romer 1998) .
Consideration should be given to offsetting any adverse distributional consequences from revenue-raising efforts by using part of the proceeds to strengthen social safety nets. As in most developing countries, social safety nets in the Philippines are weak. One notable safety net is the National Food Authority's subsidization of low quality rice, which the FIES data show to be targeted at poor households, although there appears to be some leakage to higher expenditure percentiles.
17 Moreover, because the program has on average a small impact on the consumption of the poorest households, there may be scope for developing further programs. In this regard, it may be useful to study whether conditional cash transfers, which have had some success in Latin America (for example, the Progresa program in Mexico; see Rawlings and Rubio, 2003) could be effective in the Philippines.
VII. CONCLUSION
This paper has reviewed some of the main possibilities for raising public sector revenue. It has argued that most of these proposals, such as increasing excises and the VAT, would raise revenue in a relatively efficient manner. In addition, most of these measures would be progressive, especially if part of the proceeds were used for well-targeted spending increases to strengthen social safety nets or if they allowed the government to avoid cuts in pro-poor spending. Moreover, given the magnitude of the Philippine's fiscal problem, it is likely that virtually all of the main measures discussed (increasing excise, VAT, and electricity rates, and rationalizing tax incentives) will need to be adopted in some form, although the precise balance among them will depend on how policymakers weigh the various considerations discussed in this paper.
